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BEFORE THE ARIZONA CO SSION 

JIM IRVIN 
COMMISSIONER - CHAIRMAN 

COMMISSIONER 

COMMISSIONER 

RENZ D. JENNINGS 

CARL, J. KUNASEK 

IN THE MATTER OF THE COMPETITION IN ) DOCKET NO. RE-OOOOOC-94-0165 
THE PROVISION OF ELECTRIC SERVICES ) REPLY BRIEF OF PG&E 
THROUGHOUT THE STATE OF ARIZONA. ) ENERGY SERVICES CORPORATION 

INTRODUCTION 

Pursuant to the Chief Hearing Officer's directive, PG&E Energy Services Corporation 

("Energy Services") hereby submits its Reply Brief in connection with the "stranded costs" 

hearings recently concluded in the above-captioned proceeding. In its Reply Brief, Energy 

Services will address certain of the matters discussed by various other hearing participants in their 

respective Initial Briefs. The absence of any discussion as to other matters raised or argued by 

other participants should not be construed as an assent thereto by Energy Services. Similar to 

the format utilized in Energy Services' Initial Brief, the discussion set forth below will be 

organized so as to address the issues discussed in the same sequence in which they were 

identified in the Commission's December 1, 1997 Procedural Order and the December 1 1, 1997 

First Amended Procedural Order. 

DISCUSSION 

Issue No. 3: What costs should be included as part of "stranded costs" and how should these 
costs be calculated? 

Sub-Issue No. 3(Ak What calculation methodology is recommended. and what 
assumptions are made including any determination of 
market price? 

Answer: See discussion below. 
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DIVESTITURE 

For the several reasons discussed in its Initial Brief, Energy Services is recommending a 

stranded cost calculation and recovery procedure which contemplates divestiture and the use of 

an auction procedure. [See Energy Services' Initial Brief, page 8, line 1 - page 9, line 18.1 

Certain of the other hearing participants have registered their objections to this proposal, either 

directly or indirectly, but their opposition is not well-founded. 

First, Energy Services' proposal does not contemplate mandatory divestiture. Rather, 

an Affected Utility would have the option of retaining ownership of its electric generation 

facilities and purchased power contracts. These would be accorded their present undepreciated 

book value, and the Affected Utility would forego any claim for treatment of any portion of those 

assets as "stranded costs." As noted in Energy Services' Initial Brief, the decision as to how to 

proceed would be in the discretion of the management of the Affected Utility. In this regard, it 

should be noted that the undepreciated book value option provides for recognition of the then 

remaining value of the investment of the Affected Utility and its shareholders in the assets in 

question. Thus, there would not be a confiscation or taking. 

Second, Energy Services' proposal contemplates that all generation assets would be subject 

to the prospect of divestiture for an Affected Utility selecting that option. Hence, there is no 

basis for the criticism that this approach requires the time and effort necessary for making a 

"bottom-up" determination of the value for each generation asset. Further, as discussed in the 

testimony of its sponsoring witness (Douglas Oglesby), Energy Services' proposal provides a 

valuation and recovery procedure in the situation where an Affected Utility is unable to dispose 

of a generation asset (nuclear or non-nuclear) through auction or negotiated sale. 

Third, contrary to the contentions of the Commission's Staff, the time necessary to set up 

the appropriate procedures for conducting an auction need not delay the onset of competition 

However, it should be noted that the Commission Staff has stated that "the Commission's 
broad constitutional ratemaking and classification authority provide the Commission the necessary 
ability to require divestiture." [See Commission Staffs Initial Brief, page 10, lines 12-16.] 
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beyond the currently scheduled January 1 1999 commencement date. [See Commission Staff 

Initial Brief, page 10, lines 2-4.1 Auctions for a similar purpose have already been successfully 

conducted in other jurisdictions, and constructive guidance for the Commission and Affected 

Utilities is readily available by timely examination of those situations. Similarly, there would be 

no occasion or need for a "fire sale" mentality or atmosphere. Moreover, as Ajo/Morenci/Phelps 

Dodge witness Alan Rosenberg testified, it is possible to utilize a post-commencement date true- 

up procedure to address any situations where the net auction proceeds were less than the 

undepreciated book value of the generation assets in question. [See Tr. 2251, line 20 - Tr. 2259, 

line 17.1 In these circumstances, the potential for over-recovery would not exist, as contrasted 

with the situation where a true-up is used in connection with an administratively determined cost 

methodology. 

Fourth, the fact that certain generation assets of Affected Utilities are either nuclear in 

nature andor the subject of a joint ownership arrangement need not preclude effective or timely 

use of the auction procedure. As noted by Citizens in its Initial Brief, 

"Capacity and energy from such a facility could be 
sold on the open market under standard long-term 
contracts. The total realized from the sales would 
then be compared to the book value for the facility 
to determine the stranded costs (positive or negative) 
associated with the facility. It [See Citizens Utilities 
Company's Initial Brief, page 15, lines 17-2 1.  J 

In this regard, a variation on the post-commencement true-up procedure described by Dr. 

Rosenberg could also conceivably be utilized to deal with such delays, if any, which might arise 

from obtaining the necessary regulatory and private sector approvals. 

Fifth, there is no basis in fact to support the contentions of the Commission's Staff to the 

effect that: 

'I. . . even if divestiture helps to mitigate the 
uneconomic costs by selling assets at greater than 
book value, the purchasers will nevertheless need to 
recover their costs of the assets through the rates 
they charge its customers. . . Thus, while the 
utility's uneconomic costs may be reduced, these 
costs would simply have to be recovered by the new 
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owners." 
page 10 lines 4-9.1 [Emphasis added.] 

[See Commission Staffs Initial Brief, 

In reality, the matter is not that simple. Nor is the cause-effect relationship an automatic given, 

as the Commission's Staff endeavors to suggest. To the contrary, as Staff Witness Kenneth Rose 

conceded under cross-examination, the new owners would be subject to the pressures of the 

competitive marketplace as to the prices they could charge and the costs they could seek to 

recover for generation services. Thus, the consumers in question would actually receive two 

benefits under this set of circumstances: (i) a reduction in the Affected utility's "stranded costs" 

by reason of the above-book value sale of its generation assets; and (ii) the benefits of the 

competitive marketplace as to fbture prices for generation service. 

Finally, there is no demonstrable basis for anticipating that auction sales of generation 

assets of Affected Utilities in Arizona would not produce the above-book value results 

experienced to date in other jurisdictions. As Energy Services' Witness Oglesby observed, the 

characteristics of those assets and the dynamic growth nature of the Arizona market are likely to 

provide them with certain intrinsic values unique to Arizona. In addition, as observed by Citizens 

in its discussion of the premiums paid for generation assets sold through auction in other 

jurisdictions, 

"Part of the reason these premiums have been earned 
is linked to investors' expectations about profit 
potential inspired by the newness of the market 
opportunity. Coupled with a robust competitive 
bidding process, these expectations can contribute to 
higher prices in the auction process. Reports in 
industry periodicals suggest that divestiture will be 
good for utilities that undertake it in the near term. 
Arizona remains on the leading edge of industry 
restructuring nationwide." [See Citizens Utilities 
Company's Initial Brief, page 17, lines 13-18.] 

Thus, Arizona is in a position to take advantage of these circumstances if the Commission acts 

promptly adopts the auction approach to "stranded costs'' valuation and recovery. 

In summary, the reasons favoring adoption and use of a voluntary auction procedure for 

"stranded costs" calculation and recovery purposes far outweigh those submitted against it. As 
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previously noted, Energy Services has identified seven of those reasons in its Initial Brief. The 

Initial Brief of Citizens includes three of those seven in connection with its proposal for use of 

an auction procedure. [See Citizens Utilities Company's Initial Brief, page 16, line 4 - page 18, 

line 23.1 In addition, Citizens discusses a fourth reason in support of its proposal, which Energy 

Services would also endorse.* That reason relates to "risk transfer", with respect to which 

Citizens makes the following observation: 

"Risk transfer. Bidders in the auction would base 
their bids on what they believe future market prices 
for power will be. By purchasing generation assets 
or contracts, successful bidders would assume price 
forecasting risk, and in particular, the risk that future 
power prices would be lower than projected. By 
contrast, under administrative approaches that 
employ true-up mechanisms, customers would bear 
the risks of under-forecasting future prices, and pay 
the differences between established stranded charges 
and the actual amount of above-market costs on a 
forward-going basis." [See Citizens Utilities 
Company's Initial Brief, page 16 lines 1 1-17.] 

"NET REVENUES LOST" APPROACH 

In its Initial Brief, Energy Services discussed several reasons why it is firmly opposed to 

the use of (i) administrative cost determination methodologies in general and (ii) the "net 

revenues lost'' procedure in particular in conjunction with the calculation and recovery of 

"stranded costs''. [See Energy Services' Initial Brief, page 9, line 19 - page 10, line 18.1 Other 

participants expressed their opposition in even stronger terms in their Initial Briefs. For example, 

one participant, representing both Affected Utility and industrial consumer perspectives, made the 

following cogent observation: 

"Of all the administrative approaches to estimation 
of strandable costs, the net revenues lost is clearly 

Also, the Initial Brief of the Electric Competition Coalition, Enron Corporation and Enron 
Energy Services, Inc. ["EECEnron"] contains a summary description, by participant and witness, 
of the degree to which and the circumstances under which those identified do or could support 
divestiture as a calculation and recovery procedure. [See EEC/Enron Initial Brief, page 6, line 
23- page 13, line 3.1 
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the most one-sided in favor of the utilities. This 
type of approach should clearly be avoided. 
Otherwise the stranded cost charge will be too high 
and will have to be recovered over [too long] a 
period of time and will adversely affect the 
emergence of competition." [See Ajo Improvement 
Company/Morenci Water and Electric 
Company/Phelps Dodge Corporations' Initial Brief, 
page 15, lines 13-18.] 

An equally harsh assessment was expressed by the Commission's Staff in connection with its 

discussion of the attempt by certain major Affected Utilities to advance a methodology for 

guaranteeing recovery of uneconomic costs: 

"The utilities do not explain why stranded costs 
should be granted a higher assurance of recovery in 
the transition to a competitive market than those 
same costs would have enjoyed under continued 
regulation. Lip service is paid to the notion that 
what the utilities seek is the omortunity to recover 
stranded costs, but that lip service is belied by the 
proposals presented. Implementation of a net lost 
revenues approach, for purposes of determining cost 
recovery, as presented by APS and TEP, necessitates 
the leap of faith of assuming that it is possible to 
determine what revenues would have occurred under 
the continuation of regulation. And while a true-up 
mechanism has the comforting attribute of 
minimizing the risk of over-recovery, it acts as a 
guarantee of recovery, the likes of which does not 
even occur under traditional regulation." [See 
Commission Staffs Initial Brief, page 23, lines 20- 
28.1 [Emphasis in 0riginal.1~ 

In light of these criticisms, it is clearly evident that use of the "net revenues lost" methodology 

Two additional observations are in order in connection with the Cornmission Staffs 
comment on "guarantee of recovery." First, there is a need to reduce the return on equity on 
generation to be allowed under any "stranded costs" recovery method which may be adopted. 
That is because the return on equity originally determined in an earlier rate proceeding involving 
the Affected Utility in question assumed a higher risk as to the prospect of recovery of the 
underlying capital than will in fact be the case under the "stranded costs" procedure. [See Energy 
Services' Initial Brief, page 10, lines 10-1 1; and Footnote Number 5.1 Second, the higher the 
guarantee of recovery under a given methodology, when coupled with the use of a true-up, the 
lower the return level which should be authorized. For example, if the assurance of recovery is 
effectively loo%, the return on equity allowed on generation should not be any higher than the 
30-year Treasury Bill rate. 
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for calculation and recovery purposes would not provide for that balancing of retail electric 

customer, Affected Utility and new market entrant interests, respectively, which the Commission 

should seek in conjunction with the development of a "stranded costs" recovery procedure. [See, 

in this regard, Energy Services' Initial Brief, page 6, line 4 - page 7, line 27.1 

Additional criticisms noted in the Initial Briefs of other hearing participants include the 

following. First, by its very nature and design, the "net revenues lost" methodology contains the 

potential for overstating stranded costs. The resulting recovery charge, in turn, can create market 

entry problems for new competition. While a true-up mechanism can be designed to address the 

problem of over-recovery prospectively, it cannot compensate for the barriers to market entry 

which have previously been experienced. 

Second, as contrasted with divestiture, which reflects actual market place values, the "net 

revenues lost" methodology places heavy reliance upon long-term forecasts of market prices and 

generation costs. By their very nature, these are subject to the possibility of error. Depending 

upon the number, type and magnitude of such error(s), the resulting adverse affects can be 

substantial for customers and competitors of the Affected Utility in question. 

Third, the "net revenues lost'' approach also requires the use of an economic model. 

Despite the best of intentions, these models are subject to the prospect of manipulation and 

misuse, not to mention inadvertent error. Depending upon the circumstances, the resulting 

distortions can be significant. 

Fourth, the "net revenues lost" methodology is predicated upon a determination of what 

the utility's net revenues would have been had it continued to operate in a regulated monopoly 

environment. However, the purpose of the exercise is to calculate the difference between the 

book value of generation assets and their market value resulting from competition. The former 

in effect assumes the continuation of "business as usual." The latter recognizes that is precisely 

not the case. Thus, there is a serious "conceptual disconnection" between the methodology and 

the intended result. 

Finally, the methodology is predicated upon a frozen or static "moment in time." 
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Generally speaking, the parameters of that moment are the assumptions made as to forecasted 

market prices, generation costs, and, perhaps, system load growth. The spatial length or duration 

is the period of projection selected. As a consequence, there is no provision for reflecting the 

effects of changes in society, technology or the economy during the intervening months and years 

as they occur. Any attempt at reconciliation occurs only after the fact, and at the risk of being 

ineffective or incomplete as to all who may have been affected by the intervening changes. 

In light of the foregoing considerations, as well as the criticisms raised in Energy 

Services' Initial Brief, it is apparent the "net revenues lost" methodology is not appropriate for 

use for the purpose of "stranded costs" calculation and recovery. Indeed, the Commission's Staff 

conceded as much as it endeavored to distinguish its recommended "transition revenues" approach 

from that of the "net revenues lost" advocates: 

"It is important to recognize the distinction between 
the adoption of a method to calculate stranded costs 
and the consideration of a method of recovery. 
Staff's proposed "top-down" calculation 
methodology is very similar to the calculation 
methodology suggested by parties sponsoring a "net 
revenues lost" approach to stranded cost recovery. 
Stranded cost calculations under Staffs proposal 
would suffer the same tvr>es of infirmities as the 
calculations made to support a net revenues lost 
approach. The difference is that Staffs approach 
does not rely on the calculation of uneconomic costs 
as a mechanism to establish recovery levels. The 
recovery levels are solely determined by reference to 
Commission established criteria to meet financial or 
other requirements. Accordingly, the stranded cost 
calculations are only a "reference point", useful as a 
general guide for considering a utility's competitive 
situation, but not directly related to stranded cost 
recovery levels." [See Commission Staffs Initial 
Brief, page 25, lines 3-13.] [Emphasis added] 

ARIZONA PUBLIC SERVICE COMPANY'S PROPOSED METHODOLOGY 

Arizona Public Service Company ("APS") also endeavored to distinguish the methodology 

proposed by it from the more traditional '*net revenues lost" approach. In advocating adoption 

of its approach, APS made the following statements in its Initial Brief: 
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'I. . . the APS proposal avoids the forecasting errors 
and contentious speculation inherent in other 
applications of the net revenues lost method. . .'I 

[See APS's Initial Brief, page 6 lines 23-25.] 

* * *  

"The most significant problem with other generic net 
lost revenues approaches is that they attempt to 
calculate stranded costs over the remaining life of 
the generation assets (which could be decades) and 
involve inevitable and likely significant forecasting 
errors, both with regard to the market price of 
generation and future cost of generation." [See 
APS's Initial Brief, page 7, lines 19-25.] 

However, the company "doth protest too much," for its proposed methodology is also subject to 

some of the same criticisms as the more conventional "net revenues lost" approach. In addition, 

it warrants some on its own. 

More specifically, like the "net revenues lost" approach, APS's proposed methodology 

adopts a "business as usual'' perspective for the intended eight-year period of operation. Thus, 

it is subject to the previously discussed flaws of (i) a konceptual disconnection" as between the 

recovery methodology and its intended purpose, and (ii) the lack of any incentive to reduce 

generation costs. To the contrary, it would allow APS to recover through prospective annual 

Stranded Cost Recovery Charge ("SCRC") adjustments revenues intended to reimburse it for the 

preceding year's costs as incurred. As Citizens has observed, the effect of this would be to 

"allow APS to recover all above-market costs between now and the year 2006 and then keep all 

below-market costs [savings] after that date." [See Citizens Utilities Company's Initial Brief, 

page 19, lines 14-17.] 

Assuming that APS's embedded generation cost continues to decline and market prices 

reach long-run marginal cost by 2006, APS would then be in a position to effectively deter any 

new market entrants from entering its service area after that date. In the interim, APS would 

have effectively been insulated from competition by virtue of the fact that any generation 

customers leaving its system would have had to pay APS an SCRC for their allocable share of 

its "stranded costs." 
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In addition, as APS Witness Jack Davis acknowledged during cross-examination, by 

reason of its use of historic data, APS's proposed methodology has a lag of one year in terms of 

reflecting in the calculation of the SCRC what is actually occurring. [See Tr. 3741, lines 9-15.] 

Thus, if the market price of power is steadily increasing with the passage of time, and APS's 

generation costs are steadily declining during that same period, by reason of the use of historic 

data for the annual SCRC adjustment, APS could actually collect more "stranded costs'' revenues 

than the differential it is actually experiencing in a given year. Hence, ApS's  proposal appears 

to be designed to provide it with an advantage over prospective new market entrants both during 

and after its suggested eight-year transition period. Surely this is not a result the Commission 

would knowingly sanction incident to the development and approval of a "stranded costs" 

recovery procedure, particularly where the effect would be to inhibit the emergence of a 

competitive market at the expense of APS' s distribution customers! 

Furthermore, by including only generation related costs, APS methodology effectively 

eliminates from consideration any opportunities for mitigation which might exist by reason of cost 

savings in the distribution sector. 

Finally, APS's proposal creates an additional problem for prospective new market entrants. 

The eight-year transition period makes it virtually impossible for new entrants to sign existing 

APS customers to new long-term contracts, given the uncertainty as to SCRC levels due to annual 

adjustments based on retrospective analysis of data. Under these circumstances, an APS 

competitor cannot intelligently offer a fixed total delivered price for any meaningful period of 

time. In this regard, it is Energy Services' general position that any "stranded costtt recovery 

period should be on the order of a three (3) to five (5) year time fiame, regardless of the 

calculation and recovery methodology selected. 

COMMISSION STAFF'S "TRANSITION REVENUES" PROPOSAL 

The Commission Staffs "transition revenues" proposal does not provide a neat conceptual 

fit under the analytical framework established in the Procedural Order and the First Amended 
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Procedural Order. To quote the Commission's Staff, 

"The reason is simple. The transition revenues 
approach does not require the Commission to make 
any deterrninatioh about recoverability of 
uneconomic costs. The Commission does not 
conclude that such costs are recoverable, or are not 
recoverable, or what percentage of such costs are 
recoverable." [See Commission Staff's Initial Brief, 
page 7, lines 1-4.1 

Energy Services' decision to address the Commission Staffs proposal under Issue No. 3(A) is 

thus admittedly arbitrary. For the reason indicated in the preceding quotation, Energy Services' 

discussion will also necessarily be brief. 

More specifically, because the "transition revenues" approach is generic in nature and 

contemplates further rulemaking proceedings incident to the development of the contemplated 

"Commission - defined criteria," Energy Services is not in a position at this time to determine 

its potential effect upon (i) the emergence of a competitive market in the provision of electric 

generation service or (ii) the ability of new entrants to effectively compete with incumbent 

Affected Utilities. Rather, Energy Services would need to know more detail, which currently 

does not exist, in order to offer informed comment. 

However, at a minimum, Energy Services strongly recommends that the Commission not 

consider adoption of the "transition revenues" approach if use of the same would delay the 

commencement of competition in the Arizona retail electric market beyond January 1, 1999. In 

addition, Energy Services urges that any consideration of that approach include an examination 

of the possible effects of the same upon the ability of new market entrants to effectively compete. 

Issue No. 7: 

Answer: See discussion below. 

Should there be a true-up mechanism and, if so, how would it operate? 

Following consideration of the Initial Briefs filed by other hearing participants, Energy 

Services desires to supplement the response set forth in its Initial Brief. [See Energy Services' 

Initial Brief, page 12, line 16 - page 13, line 5.1 More specifically, Energy Services believes that 
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a true-up mechanism should not be allowed to provide affected utilities a guaranteed recovery of 

those "stranded costs'' identified as appropriate for recovery. As various Affected Utility 

witnesses acknowledged while testifying, and as the Commission Staff and Energy Services' 

Initial Briefs have noted, Affected Utilities are entitled to an opportunity to endeavor to recover 

such costs, but not a guarantee of recovery. [See Commission Staffs Initial Brief, page 23, lines 

20-28; and Energy Services' Initial Brief, page 1,  line 25 - page 2, line 10.1 

CONCLUSION 

For all of the reasons discussed in its Initial Brief and this Reply Brief, Energy Services 

believes that the Commission should issue an opinion and order (i) adopting the "stranded costs" 

calculation and recovery proposal submitted by Energy Services, (ii) clarifying and modifying 

its Electric Competition Rules in the manner recommended by Energy Services, and (iii) taking 

such additional actions as may be necessary to preserve the January 1,  1999 date for the 

commencement of retail electric competition in Arizona. 

DATED: March 23, 1998 Respectfully submitted, 

x-ua '3 
Lawrence V. Robertson, Jr. 
MUNGER CHADWICK, P.L.C. 
National Bank Plaza 
333 North Wilmot, Suite 300 
Tucson, Arizona 8571 1 
Attorney for PG&E Energy Services Corporation 
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